The Effect of IFRS Implementation on Earnings Quality in Indonesia by Masako Saito & Mayangsari Sekar
61





	 The	purpose	of	 this	paper	 is	 to	examine	the	 impact	of	 IFRS	adoption	on	earnings	
quality	of	Indonesian	companies	in	the	convergence	process.		The	examination	is	focused	
on	 the	persistence	and	accrual	quality	model.	 	High-quality	 financial	 reports	provide	
investors	with	the	 information	and	confidence	necessary	to	 invest	 in	the	global	capital	
markets.	A	high-quality	set	of	accounting	standards	enables	investors	to	receive	suitable	
information	while	considering	 the	reasonable	costs	of	 implementing	 those	standards.	
The	contribution	of	this	paper	is	to	give	some	implications	for	the	accounting	standard	
setters.	Therefore,	we	investigate	the	effect	of	IFRS	implementation	on	earnings	quality	
with	 Indonesian	 sample	 use	 accounting-based	measures:	 persistence,	 and	 accrual	
quality.	We	 first	consider	 the	accounting	standard’s	 incremental	effect	on	persistence	
(the	interaction	of	prior	period’s	earnings	and	the	accounting	standard	variable).	Second,	
we	examine	the	changes	in	accrual	quality.	There	are	some	implications	shown	by	the	
results.	 	 Indonesian	cases	by	persistence	and	accrual	quality	models	 indicate	each	of	
significant	results:		(1)	the	estimated	coefficient	for	the	incremental	persistence	for	each	
of	 the	 twelve	accounting	standards	and	 (2)	eight	of	 the	estimated	coefficients	 for	 the	
accounting	standard	effect;	five	of	which	are	positive.
Keywords:	 IFRS,	 Indonesian	Accounting	 Standards	 (PSAK),	 Earnings	Quality,	
Convergence
1. Introduction
	 High-quality	financial	reports	provide	 investors	with	the	 information	and	confidence	




standards	 enables	 investors	 to	 receive	 suitable	 information	while	 considering	 the	
reasonable	costs	of	 implementing	 those	standards.	Recent	 initiatives	on	convergence	
to	a	single	set	of	high-quality	global	accounting	standards	have	been	well	received	by	
regulators,	 standard	 setters,	 the	accounting	profession,	 and	business	 and	academic	
communities	worldwide.	Companies	in	more	than	100	countries	have	adopted	a	variation	
of	 International	Financial	Reporting	Standards	 (IFRS)	 for	 their	 financial	 reporting	
purposes.		Accounting	has	been	regarded	as	“the	language	of	business”	and	the	question	
that	 has	been	 recently	 raised	 is:	“Can	all	 accountants	worldwide	 speak	 the	 same	
language?”	In	other	words:	“Is	a	set	of	globally	accepted	accounting	standards	feasible?”	
Is	convergence	 to	 IFRS	a	real	 solution? ＊1	This	 study	attempts	 to	provide	answers	
to	 these	questions	by	obtaining	opinions	and	 insights	 from	a	sample	of	academicians	
regarding	 the	 relevance,	 benefits,	 and	ways	of	possible	 convergence	 in	 accounting	
standards ＊2.
	 A	recent	survey	conducted	by	the	International	Federation	of	Accountants	 (IFAC)	
reveals	 that	convergence	 to	a	single	set	of	 international	accounting	standards	 is	key	
to	economic	development	as	 the	majority	of	respondents	 (89	percent)	find	compliance	










for	the	quality	 (Dye	and	Sunder,	2001).	 	The	competitive	standards	setters,	 IASB	and	











of	 this	paper,	especially	 for	policy	maker,	 is	 to	give	 the	policy	maker	 for	 the	 future	
direction	in	standard	setting.	















Landsman,	&	Lang,	 2007)	 report	 some	 improvements	 in	 financial	 reporting	quality	
following	voluntary	IFRS	adoption.	Barth	et	al.	 (2005,	2007)	find	that	a	sample	of	firms	















but	negative	market	 reaction	 to	 four	key	events	 associated	with	mandatory	 IFRS	
reporting	 for	EU	 firms.	Armstrong	et	al.	 (2007)	 report	a	positive	 (negative)	market	
reaction	to	16	events	that	increase	(decrease)	the	likelihood	of	IFRS	adoption	in	2002	to	
2005	with	more	positive	effects	for	firms	with	high	pre-adoption	information	asymmetry,	





adopter	 experienced	 significant	 declines	 in	 their	 cost	 of	 capital	 and	 substantial	
improvements	 in	 their	market	 liquidity	 compared	 to	 label	 adopters.	The	emerging	
interests	 in	convergence	 in	accounting	standards	and	 inconclusive	results	of	 related	
studies	motivate	us	to	conduct	a	survey	in	determining	the	relevance	and	feasibility	of	
such	convergence.
2.2 Convergence to a Single Set of High Quality Reporting Standards
	 Accounting	standards	vary	significantly	worldwide,	with	 the	exception	of	a	 trend	
toward	 requiring	greater	 reliability,	 transparency	 in	 financial	 reporting,	 and	more	










of	management	compensation	 in	 terms	of	 stock	options	or	stock	ownership	are	 tied	
into	 stock	price	performance	which	provides	adequate	 incentives	 to	 focus	on	short-
term	earnings	manipulations.	Thus,	 the	ownership	structure	significantly	affects	 the	
corporate	governance	and	financial	reporting	processes.	The	U.S.	GAAP	is	more	rules-




2.3 Trend for IFRS Implementation
	 Some	challenges	that	need	to	be	addressed	to	facilitate	convergence	toward	IFRS	are:	
(1)	consistent	interpretation	and	application	of	IFRS	cross	jurisdictions;	(2)	the	feasibility	
of	adoption	of	 IFRS	by	U.S.	multinational	companies	 in	general	and	U.S.	companies	 in	







and	 IFRS	have	yet	 to	be	converged	despite	continuing	efforts	by	 the	FASB,	 IASB,	
and	SEC	rules.	There	are	still	substantial	differences	between	U.S.	GAAP	and	IFRS	in	
several	areas	of	revenue	recognition,	equity	valuation,	and	 industry	specification,	and	




a	 fair	amount	or	a	great	deal	of	knowledge	about	 IFRS	 in	2006	 (2005)	with	 the	best	
informed	being	those	who	follow	companies	on	a	global	basis	and	have	received	IFRS	
training	 (KPMG,	2007).	Responding	analysts	admitted	 that	 their	understanding	of	 the	
possible	 impact	of	 IFRS	on	mergers	and	acquisitions	was	poor,	whereas	 they	had	a	
better	understanding	of	 IFRS’s	 effects	 on	 share	options,	 financial	 instruments,	 and	
pensions,	and	good	understanding	of	the	presentation	of	the	income	statement.	
	 We	should	expect	significant	changes	in	financial	reporting.		The	SEC	is	promoting	
the	 idea	of	giving	U.S.	 listing	companies	 the	 choice	between	U.S.	GAAP	and	 IFRS	





and	 it	 is	also	expected	 that	U.S.	companies	 that	are	 interested	 in	adopting	 IFRS	are	
those	 that	have	overseen	subsidiaries	 that	already	use	 IFRS.	Smaller	U.S.	companies	







have	 implemented	IFRSs.	The	first	method	requires	both	domestic	and	 foreign	 listed	
companies	to	use	IFRSs	in	their	financial	statement	preparation	and	to	state	conformity	






	 In	 Indonesia,	 there	was	 Indonesian	accounting	standards	 (PSAKs)	which	has	been	









(IFRS)	with	 the	new	standards	effective	 for	 accounting	periods	beginning	on	2012.	





















































2.4 Accounting Standards and Accounting Quality 




















evidence	 that	 the	stock	price	reaction	 to	 the	disclosure	of	 the	reconciliation	was	not	
immediately	available.	Herrmann,	 Inoue	and	Wayne	 (1996)	states	the	only	available	 to	
U.S.	GAAP	does	not	guarantee	the	comparability	of	financial	data	of	Japanese	companies	
and	U.S.	companies	based	on	U.S.	GAAP	were	restated	to	conform	to	the	formal	U.S.			










































	 Equation	 (2)	 is	then	estimated	annually	on	a	cross	sectional	basis	 for	each	of	Fama	
















LOSS	 is	an	 indicator	variable	equal	 to	one	 if	earnings	before	extraordinary	 items	 is	
negative	and	zero	ottherwise.	




	 For	Indonesia	sample	we	use	Non-Financial	Public	companies	that	has	 listed	 in	LQ	
45	from	2002		to	2008.		We	prefer	to	use	LQ	45	firms	because	they	have	good	market	








are	 the	most	restrictive	constraints	 in	 forming	our	samples	resulting	 in	 the	 forecast	
and	accrual	quality	 samples	being	 the	 smallest.	We	also	eliminate	 the	 firms	which	
not	consistently	 in	LQ	45	during	observation	period	 (2002-2008).	There	were	36	firms	




Table 3 Indonesian Samples
No. Security Code Companies name Industry
1 AALI Astra	Agro	Lestari Agriculture
2 ANTM Aneka	Tambang Mining
3 ASII Astra	International Automotive
4 BLTA Berlian	Laju	Tanker Transportation
5 BNBR Bakrie	&	Brothers Investment
6 BTEL Bakrie	Telecom Telecomunication
7 BUMI Bumi	Resources Mining
8 CPIN Charoen	Phokpand Basic	Industry
9 CPRO Central	Proteinaprima Basic	Industry
10 ELTY Bakrieland	Development Property
11 ENRG Energi	Mega	Persada Mining
12 INCO International	Nickel	Indonesia Mining
13 INDF Indofood	Sukses	Makmur Consumer	Goods
14 INKP Indah	Kiat	Pulp	&	Paper Basic	Industry
15 ISAT Indosat Telecommunication
16 KIJA Kawasan	Industri	Jababeka Property
17 MEDC Medco	Energi	International Mining
18 PGAS Perusahaan	Gas	Negara Mining
19 PTBA Tambang	Batubara	Bukit	Asam Mining
20 SMCB Holcim Basic	Industry
21 TBLA Tunas	Baru	Lampung Agriculture
22 TINS TIMAH Mining
23 TLKM Telekomunikasi	Indonesia Telecommunication
24 TRUB Truba	Alam	Manunggal	Engineering Infrastructure
25 UNSP Bakrie	Sumatra	Plantations Agriculture
26 UNTR United	Tractors Services
27 ITMG Indo	Tambangraya	Megah Mining
28 LPKR Lippo	Karawaci Property
29 LSIP PP	London	Sumatera Agriculture
30 AKRA AKR	Corporindo Trade
31 BISI Bisi	International Agriculture
32 DEWA Darma	Henwa Infrastructure
33 MIRA Mitra	Rajasa Transportation
34 MNCN Media	Nusantara	Citra Media
35 SMGR Semen	Gresik Basic	Industry




	 We	want	 to	know	 the	 effect	 of	 several	 standards	 that	has	 align	with	 IFRS	on	
earnings	quality.	So,	we	 investigate	 the	effect	 of	 each	 standard	on	persistence	and	




	 To	verify	 this,	we	use	a	multiple	regression	model	composed	by	 five	 independent	
variables	(STANDARD,	a	dummy	variable	contained).	If	the	effect	of	EARNt	extends	to	




that	 the	 operating	 cash	 flow	 (CFO)	would	 influence	 the	 quality	 of	 accrual,	 if	 the	
persistence	of	earnings	quality	remains.		Hypothesis	(2)	is:
H2:	 	The	operating	 cash	 flow	 improves	 the	quality	 of	 accrual	by	higher-quality	 of	
accounting	standards.




Standard(s)     PersistenceCoefficient
PSAK	13,	30	 	 	 	 	 0.1194	***	
PSAK	14,	26	 	 	 	 	 0.1173	***	
PSAK	16,	51,	58	 	 	 	 	 0.0467	***	
PSAK	19,	46,	55	 	 	 	 	 0.0578	***	
PSAK	24,	38	 	 	 	 	 -0.0531	***	
Mean	accounting	standard	coefficients		 	 0.0133	
Mean	adjusted	R	2	 	 	 	 45.5%	
Number	of	Standards	with








Standard(s)      AccrualQuality
PSAK	13,	30	 	 	 	 	 	 6.1209	***
PSAK	14,	26	 	 	 	 	 	 1.2278
PSAK	16,	51,	58	 	 	 	 	 	 2.4909
PSAK	19,	46,	55	 	 	 	 	 	 13.3731	*
PSAK	24,	38	 	 	 	 	 	 -23.5200	***
Mean	accounting	standard	coefficients		 	 	 1.9279	*
Mean	adjusted	R2		 	 	 	 	 42.5%
Number	of	Standards	with
Significant	Positive	Coefficients		 	 	 	 8
Significant	Negative	Coefficients		 	 	 	 3
*	/	**	/	***	significant	at	the	0.10	/	0.05	/	0.01	level.
5. Results and Implications
	 The	 results	 for	 Indonesia	 sample	 show	 in	Table	4	and	5.	 	We	 identified	 twelve	
accounting	standards	 for	our	 study	 for	 Indonesian	samples	and	 focus	on	 the	period	
before	and	after	each	accounting	standard.		However,	more	than	one	standard	became	
effective	in	certain	years.	In	this	situation,	we	jointly	consider	all	accounting	standards	
implemented	during	 a	 year	 as	 one	 event.	We	 therefore	 investigates	 the	 effect	 of	
IFRS	 implementation	 on	 earnings	quality	with	 Indonesian	 sample	use	 accounting-
based	measures:	persistence,	and	accrual	quality.	We	first	consider	the	accounting	
standard’s	 incremental	effect	on	persistence	 (the	interaction	of	prior	period’s	earnings	
and	 the	accounting	standard	variable).	Equation	 (1)	is	estimated	 for	each	accounting	
standard	and	we	report	the	results	in	Table	4.		The	mean	adjusted	R2	for	the	persistence	
model	 is	45.5%.	The	estimated	coefficient	 for	the	 incremental	persistence	 is	significant	
for	each	of	 the	 twelve	accounting	standards.	However,	 there	 is	no	consistency	as	 to	
direction;	the	overall	mean	is	not	significant.
	 Second,	we	 examine	 changes	 in	 accrual	 quality.	We	 estimate	 equation	 (2)	 and	
report	our	results	in	Table	5.	The	mean	adjusted	R2	is	42.5%.	Eight	of	all	the	estimated	
coefficients	for	the	accounting	standard	effect	are	significant;	five	of	which	are	positive.	
Overall,	 the	mean	effect	 is	 significant	and	positive	 (1.9279,	p-value	<	0.10)	 indicating	
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decreasing	quality.	 	Combined,	 the	overall	evidence	 is	 that	 the	accounting	standards	
are	associated	with	decreasing	accounting	quality	 (lower	accrual	quality).	 	We	have	
some	limitations	in	this	paper.	First,	these	results	do	not	always	support	our	hyphoteses	
but	 consistent	with	 the	FASB’s	 increased	 focus	 on	 the	balance	 sheet	where	more	




The Indonesian Accounting Standards (PSAK) harmonized with IFRS.
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